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1. Overview

The recent increase in the use of gambling by exempt organizations to raise
money, the release of GCM 39862 (November 22, 1991) discussing Medicare and
Medicaid fraud, and other factors, have intensified interest among some
commentators, practitioners and Service personnel in the possibility that
organizations may be denied exemption under Internal Revenue Code. 501 or have
their exempt status revoked on the basis of illegal behavior. This article explains
why tax exempt organizations may jeopardize their exempt status if they engage in
illegal activity, and describes the implications of various types of illegal activity
for different types of exempt organizations.

It is important to emphasize that, in most cases, if an organization has
engaged in substantial illegal activity, it has also run afoul of other basic
principles of tax exemption and may be subject to revocation on those grounds,
independent of the illegality issues. For example, where a hospital violates the
Medicare and Medicaid Anti-Fraud and Abuse statutes by giving kickbacks to
staff doctors who refer patients to the hospital, it may have also violated the
proscription against private inurement. In other situations, issues of substantial
amounts of private benefit or insufficient community benefit may be raised.

However, where the conduct does not create inurement and the private
benefit is not substantial enough to cause revocation when the benefit is weighed
against the community benefit, illegality may be the only remaining revocation
issue. Since an illegality question often raises difficult issues of proof,
administrative jurisdiction, and substantiality as discussed below, any other issues
present in the case such as inurement or private benefit should be thoroughly
considered in addition to an illegality argument.

2. Historical Background

A. Evolution from Trust Law

! The Exenpt Organization Continuing Professional Education
Technical Instruction Program for 1985 discusses illegal activity
by exenpt organizations in detail at pages 109-124.



All organizations seeking exemption under. 501(c)(3) must conform to
certain fundamental legal principles applicable to all charitable organizations.
Treas. Reg.. 1.501(c)(3)-1(d)(2); Rev. Rul. 67-325, 1967-2 C.B. 113, 116-7. See
also Rev. Rul. 71-447, 1971-2 C.B. 230; Rev. Rul. 75-231, 1975-1 C.B. 158. One
of these basic charitable principles is that charitable organizations may not engage
in behavior that is illegal or violates public policy.

The illegality doctrine derives from English charitable trust law, the legal
foundation on which. 501(c)(3) was built. Under charitable trust law, trusts

violating law or public policy cannot qualify for charitable status. Restatement
Trusts (Second), 377, Comment ¢ (1959); IVA A. Scott, The Law of Trusts, 377
(4th Ed. 1989). Thus, the "illegality doctrine" encompasses illegal activity as well
as activity in violation of public policy. See, infra Section 4.A.

The Service views illegality as one of the criteria by which an organization's
activities are evaluated. Rev. Rul. 80-278, 1980-2 C.B. 175, established a
three-part test to determine whether an organization's activities will be considered
permissible under. 501(c)(3): (1) the purpose of the organization is charitable; (2)
the activities are not illegal, contrary to a clearly defined and established public
policy, or in conflict with express statutory restrictions; and (3) the activities are in
furtherance of the organization's exempt purpose and are reasonably related to the
accomplishment of the purpose.

B. Tax Policy Basis for Doctrine

Tax exemption for charitable organizations is often justified on the grounds
that charitable organizations lessen the burdens of government by providing
benefits to the public which would otherwise have to be furnished by the
government. H.R. Rep. No. 1820, 75th Cong., 3d Sess. 19 (1930). Trinidad v.
Sagrada Orden, 263 U.S. 578, 581 (1924); Jackson v. Statler Foundation, 496 F.
2d 623, 634 (2d Cir. 1974); St. Louis Union Trust Co. v. United States, 374 F. 2d
427,432 (8th Cir. 1967); Duffy v. Birmingham, 190 F. 2d 738, 740 (8th Cir.
1951); Walz v. Tax Commission, 397 U.S. 664, 680, 687 (1970) (Brennan, J.,
concurring).

Because benefit to the public is an underlying justification for charitable tax
benefits, organizations which increase governmental burdens cannot justify tax
exemption. Organizations engaged in illegal activity increase the governmental
burden of law enforcement, while activities that are inconsistent with public policy



obviously increase, rather than reduce, governmental costs and burdens, and are
inconsistent with the basic requirement that exempt organizations serve a public
purpose. The Supreme Court has said:

...[I]t would be anomalous for the Executive, Legislative and Judicial
Branches to reach conclusions that add up to a firm public policy ...,
and at the same time have the IRS blissfully ignore what all three
branches of the Federal Government had declared.

Bob Jones University v. United States, 461 U.S. 574 (1983) at 598.

The illegality doctrine acts as a check to assure that the federal government
does not support through tax exemption an organization engaged in behavior the
government is charged with preventing. As a district court noted in an oft-quoted
passage, if it were not for the limits of the illegality doctrine, "...Fagan's school for
pickpockets would qualify for a charitable trust." Green v. Connally, 330 F. Supp.
1150 (D.C.D.C. 1971) (three judge panel), aff'd per curiam sub nom., Coit v.
Green, 404 U.S. 997 (1971). The government has an interest in not subsidizing
criminal activity. The Tax Court noted in Church of Scientology of California v.
Commissioner, 83 T.C. 382, 506 (1984) that, "Were we to sustain petitioner's
exemption, we would in effect be sanctioning petitioner's right to conspire to
thwart the IRS at taxpayer's expense. We think such paradoxes are best left to
Gilbert and Sullivan."

C. Bob Jones and other Racial Discrimination Cases

The most celebrated application of the charitable trust law principle that
organizations violating law or public policy are not charitable occurred in Bob
Jones University v. United States, supra. Until 1970, the Service granted tax
exempt status to private schools without regard to the schools' racial policies. In
that year, a District Court issued a preliminary injunction prohibiting the Service
from recognizing tax exempt status of private schools in Mississippi that
discriminated as to admissions on the basis of race. Green v. Kennedy, 309 F.
Supp. 1127, appeal dism'd sub nom., Cannon v. Green, 398 U.S. 956 (1970).

After that decision, the Service announced it would no longer allow tax
exempt status for discriminatory schools. The Service's change in position was
ratified in Green v. Connally, supra, which enjoined the Service from approving
tax exempt status for any school in Mississippi that did not publicly maintain a
policy of nondiscrimination.




The Service set out its new position in Rev. Rul. 71-447, 1971-2 C.B. 230,
stating:

Both the courts and the Internal Revenue Service have long
recognized that the statutory requirement of being "organized and
operated exclusively for religious, charitable,...or educational
purposes' was intended to express the basic common law concept [of
“charity']....All charitable trusts, educational or otherwise, are subject
to the requirement that the purpose of the trust may not be illegal or
contrary to public policy.

The national policy against racial discrimination was reflected in the Civil Rights
Act of 1964, Brown v. Board of Education, 347 U.S. 483, 500 (1954), and other
court cases.

The Service eventually revoked Bob Jones University's exempt status. After
numerous appeals and remands, the University's case made its way to the Supreme
Court, along with that of Goldsboro Christian Schools, Inc v. U.S., 436 F. Supp.
1314 (E.D. N.C., 1977), whose exempt status had also been revoked because of
racial discrimination. The Supreme Court decided both cases in Bob Jones
University, supra, citing charitable trust law and its application in over one
hundred years of legal precedent and Congressional history to support the Court's
position that charitable organizations may not violate the law or public policy.

While the Bob Jones case has prompted much discussion about whether the
illegality doctrine could be applied to organizations involved in gender or other
types of discrimination, it has so far not been applied beyond its original sphere of
racial discrimination. See Section 4.A. infra.

D. Anti-war Protests and Confrontational Activity

Another area in which the illegality doctrine has been applied concerns
organizations involved in protests. An organization whose primary activity is
sponsoring protest demonstrations at which participants are urged to deliberately
block vehicles and pedestrians, disrupt the work of government, and prevent the
movement of supplies is not exempt under. 501(¢)(3). Rev. Rul. 75384, 1975-2
C.B. 204. In that ruling, the organization's activities violated local ordinances and
constituted "breaches of public order." They demonstrated an illegal purpose
inconsistent with charitable ends, and increased the burdens of local government.



Compare Rev. Rul. 80-278, 1980-2 C.B. 175, in which the confrontations were
accomplished through the courts and were clearly not illegal.

3. Substantiality Requirement

A. Importance of Substantiality

If an organization has an illegal purpose, it will not qualify for exemption.
In Church of Scientology of California v. Commissioner, supra, the court did not
need to address the issue of substantiality because it found that one of the
organization's purposes was criminal tax fraud.

However, assuming that an organization's purposes are legal, the
substantiality of the illegal activities will determine whether the exempt status is
jeopardized. An organization will not qualify for exempt status if it engages in
substantial illegal activity.

Substantiality must be considered quantitatively as well as qualitatively. The
quantitative test focuses on the time and attention the organization gives to the
illegal activity. No exempt organization may engage in a substantial amount of
activity that does not further exempt purposes. Treas. Reg. 1.501(c)(3)-1(c).
Therefore, substantial activity that does not further exempt purposes is
inconsistent with exempt status, regardless of its illegality.

The qualitative test focuses on the seriousness of the illegality involved, and
the extent to which the activity can be attributed to the organization by virtue of
the involvement of directors or officers or through clear ratification of the
organization's governing body. See Section 6. The illegal activity may be so
serious that even an isolated incident would outweigh the organization's other
activities and be a basis for revocation or denial of exemption, regardless of the
nature and extent of its exempt activities.

B. Measuring Substantiality

The Supreme Court has not considered the issue of how to weigh illegal
activity against activity that does further exempt purposes. It concluded in Bob
Jones that racially discriminatory private schools could not be said to confer a
benefit on the public, so it did not need to address the issue of whether illegal
activity per se, regardless of its substantiality, can justify revocation of a 501(¢)(3)
organization's exempt status. The Court expressly reserved judgment on the issue



of whether an organization providing a public benefit and otherwise meeting the
requirements of. 501(c)(3) could be denied exempt status if certain of its activities

violated a law or public policy. Bob Jones at 596.

The question of substantiality of illegal activity was considered in GCM
34631 (October 4, 1971). That memorandum concerned an association alleged to
be involved with organized crime, which was said to have used force and violence
to silence a newspaper opposed to the organization.

The GCM states that it is insufficient to consider only the quantitative basis
for determining substantiality. The nature of the acts is as important as the ratio
that illegal activities bear to activities that further exempt purposes.

A great many violations of local pollution regulations relating to a
sizable percentage of an organization's operations would be required
to disqualify it from 501(c)(3) exemption. Yet, if only .01% of its
activities were directed to robbing banks, it would not be exempt.
This is an example of an act having a substantial non-exempt quality,
while lacking substantiality of amount. A very little planned violence
or terrorism would constitute ‘substantial' activities not in furtherance
of exempt purposes.

GCM 39862, which addresses a hospital's sale of its net revenue stream,
cited GCM 34631 in relation to the possibility that the arrangement at issue
violated the anti-kickback rules of Medicare and Medicaid. GCM 39862 at 30. See

. VII(B) infra for a detailed discussed of these laws. The memorandum did not
attempt to resolve whether the possible violations of the fraud and abuse laws by
the hospital at issue were substantial under the GCM 34631 standards.

GCM 39862 concluded that the substantiality of illegality varies according
to the character and nonexempt quality of the activity, and notes several factors
that it deemed important to a resolution of the substantiality issue in the case. The
factors supporting a finding that the non-exempt conduct of financially inducing
doctors to make referrals was substantial were: 1) the public policy violation was
authorized by the tax-exempt organization's directors and most senior managers,
who had knowledge of the risk that the organization's activity might violate public
policy; 2) the public policy violation was central to the activities through which
the organization accomplished its exempt purposes; and 3) the public policy
violation was potentially harmful to the charitable class that the organization
serves. GCM 39862 at 30, fn. 16.



The potential illegality of the activity made it more serious, and thus lent
weight to the qualitative part of the substantiality analysis. It should be noted that
GCM 34631's analysis assumes illegality. In most situations involving exempt
organizations, including the one described in GCM 39862, no authority has
determined that the specific alleged behavior was illegal. GCM 39862 did not
have to resolve the issue of substantiality since the arrangement created private
inurement and substantial private benefit.

C. Violations Allegedly in Furtherance of Exempt Purposes

GCM 34631 addressed the issue of whether violating the law could further
exempt purposes, citing an example of a situation where illegally obtained funds
are used to finance a charity. GCM 34631 at 6. The GCM flatly states that since
exempt purposes may generally be equated with the public good, and violations of
law are "the antithesis of public good," illegal activity does not further exempt
purposes. It adds that since illegality increases the government's crime fighting
burden, an organization engaged in such activity harms rather than promotes social
welfare.

Recently, GCM 39862 reaffirmed this position and clarified that a hospital
does not further its exempt purposes by inducing or rewarding patient referrals in
violation of federal law. Id. at 34. The memorandum did allow for the possibility
that a hospital's participation in a joint venture or other economic arrangement
with physicians could seemingly benefit the community and further charitable
purposes, while at the same time possibly have an intention to induce or reward
referrals. Id. at 35, n. 16.

GCM 39862 suggests conditioning the hospital's ruling on the arrangement
not violating the Medicare and Medicaid anti-kickback statute. Thus, even where
the Service has approved of a hospital's proposed joint venture, a finding by HHS
that the activity violated the anti-kickback statute would probably cause
revocation of the ruling and possibly cause loss of exempt status for the period in
which the violations occurred.

In the example posed by GCM 39862, the hospital's practice may or may not
violate the Medicare and Medicaid Anti-Fraud and Abuse statutes. However, the
safe-harbor regulations published in 1991 by the Department of Health and
Human Services do not cover a hospital's purchase of a physician's practice which
may be proscribed under the broad language of the Anti-kickback Statute. The



issue of activity that ostensibly furthers exempt purposes while possibly violating
the fraud and abuse laws arises commonly in integrated delivery system rulings. In
those cases, the Service conditions the ruling on the entity not violating the
anti-kickback restrictions. See, "Integrated Delivery Systems," this volume, at
Section 2(B).

Another example of activity that may violate the fraud and abuse statute
even though it arguably otherwise furthers charitable purposes is a medical office
building lease arrangement between a hospital and a doctor at fair market value.
Rev. Rul. 69-463, 1969-2 C.B. 121. Having doctors nearby may be convenient for
patients and improve access to doctors, but the lease may violate the Fraud and
Abuse statutes unless it is an executed written agreement for a term of not less
than one year, specifies the premises covered by the lease, and sets out the rent in
advance at fair rental value without regard to the volume or value of any business
generated between the lessor and lessee Fed. Reg. 35,952, 35,985 (July 29, 1991).

Caveating ruling letters partially resolves this dilemma since it puts the
parties on notice that they should not rely on the ruling if a violation is found by
the governmental body with the authority to do so. It follows that where an exempt
organization has been found to violate a statute that reflects an important public
policy, it should be aware that the violation is inconsistent with exempt status and
may jeopardize exemption for the period in which the violations occurred.

4. Importance of the Underlying Public Policy

A. Public Policy Requirement

The illegality doctrine contains two distinct parts. According to the Supreme
Court in Bob Jones, supra, it prohibits both illegal activities and those that, while
not necessarily illegal, are contrary to a fundamental public policy. Bob Jones at
592 (emphasis added). Bob Jones is the only case to date in which an organization
was alleged only to have violated public policy and not any specific law. In most
situations, the activity in question has violated a law, so the underlying public
policy simply lends weight to the illegality argument rather than having to stand
alone.

The more important the public policy furthered by a particular law, the more
likely that a violation of that law will be considered substantial enough to warrant
revocation. For example, the public policy implications of hospitals giving
kickbacks for patient referrals have been discussed at length in Congressional



hearings. See 7.A. infra. A number of statutes have been enacted and strengthened
over the years. The Department of Health and Human Services has a special office
charged with enforcing these statutes. Therefore, violations of the anti-kickback
statute would probably weigh heavily in Service assessments of a hospital's
charitability. See GCM 39862 at 29-36.

B. Sources of Public Policy

Deciding a case on the basis of public policy rather than a specific law is
difficult because it requires discerning what the public policy involved really is.
The Supreme Court in Bob Jones looked to federal legislation and executive
orders to ascertain the public policy in that case. Bob Jones at 594-5. The Court
emphasized that had Congress disagreed with the Service's interpretation of public
policy in the Bob Jones case, it could have legislatively reversed the decision to
revoke exemption. Because Congress had not done so in the 11 years between the
initial decision to revoke the University's exemption and the time the case reached
the Supreme Court, there was "an unusually strong case of legislative
acquiescence" in the Service's interpretation of public policy. Bob Jones at 599. In
those 11 years, there had been 13 bills introduced in Congress to overturn the
Service's interpretation of 501(c)(3) as forbidding racial discrimination. All of
them died in committee. More importantly, Congress enacted, 501(i) forbidding
racial discrimination by private social clubs on the same rationale the Service used
in Rev. Rul. 71-447. Bob Jones at 601-2.

The focus on public policy in the illegality cases, particularly in the only
Supreme Court case on the subject, Bob Jones, suggests the possibility that an
organization's exempt status may change in response to changes in public policy.
Just as the public policy changed over many years to prohibit racial discrimination
which had previously been allowed, public policy could change in other areas as
well.

For example, for many years, the Service had not taken notice of the
possibility that hospitals were violating the Medicare and Medicaid anti-fraud and
abuse laws, and the implications of those violations for exempt status. GCM
39862 changed that situation, at least in part because of the increasing importance
the Congress and HHS have placed on the enforcement of the anti-fraud and abuse
laws in the last several years. Just as the Service responded to public outrage over
racial discrimination in education in Bob Jones and to possible kickbacks in GCM
39862, the Service can be expected to re-evaluate positions in other areas as the
public policy considerations become more clearly focused because of



Congressional action, decisions of the Executive Branch, or court actions.

C. State or Federal Law

Several General Counsel Memoranda have considered alleged violations of
state and local law and concluded that the Service must recognize any
Constitutionally valid law, not merely federal ones. This question sometimes
arises where an organization allegedly has violated state and local gambling laws.

GCM 34631 concerned an association said to be involved with organized
crime. The organization's alleged acts of intimidation and violence allegedly
violated state law. The memorandum stated that:

...violation of any constitutionally valid laws is inconsistent with
exemption under section 501(c)(3)...[citing GCM 617795 (Aug. 14,
1959)]. That memorandum bases its conclusion upon the rationale
that contravening state laws (1) is not in furtherance of exempt
purposes, and (2) is contrary to public policy.

GCM 34631 at 6. See also Rev. Rul. 75-384, 1975-2 C.B. 204 (anti-war protest
organization's violations of local law warranted revocation of. 501(c)(3) status).

It is theoretically possible that a state or local law could contravene a
fundamental federal policy. In that case, Service revocation of exempt status on
the basis of a violation of that statute arguably would be inappropriate. To date, no
such case has arisen.

5. When Should the Service Take Action?

A difficulty in applying the illegality doctrine is that it may not always be
easy to determine whether the activity in question was actually illegal. This is
particularly true where the statute in question is outside the Service's jurisdiction.
Where the activity does not violate tax laws, the Service must either rely on
another governmental body's determination of illegality or make its own. Each of
these situations poses problems.

A. Uncontested Violations

In some situations the illegal activity is so blatant as to demand action by
the Service. For example, agents often encounter gambling operations that clearly



violate state law, but which will not likely be aggressively prosecuted because the
state does not have the resources to enforce the gambling laws. Sometimes, the
organization may not even deny that its operations violate the law. In cases where
the illegality is uncontested, the Service may pursue the possibility of revocation
on the basis of those activities without a specific determination of illegality by
state authorities.

B. Where Agency with Enforcement Responsibility Has Not Taken
Action

Generally, the Service should not rush to unilaterally declare activity illegal
unless it is clearly within the Service's jurisdiction to do so. GCM 37111 (May 4,
1977) stated that an activity has to have been judicially determined to be in
violation of a provision of law before the Service will revoke exemption on the
basis of illegal activity. According to GCM 37111:

The Internal Revenue Service is not in a position to make
determinations as to the illegality of an act under a provision of law
other than the Internal Revenue Code. The Constitution of the United
States provides for separation of powers, and a determination of
illegality in such cases is within the province of the judiciary. From
an administrative standpoint alone, such a task would be impossible
for the Internal Revenue Service to undertake. From a legal
standpoint, moreover, the onus which attaches to a determination of
illegality is such that it would be improper to delegate such a
determination to an administrative body without the procedural and
substantive due process protection provided through the judicial
process.

GCM 37111 at 11.

An example of a situation in which the Service declined to declare activity
illegal arose in GCM 37741 (Nov. 9, 1978). That GCM concerned the issue of
whether an organization's activity of contacting and encouraging others to contact
foreign government officials violated U.S. law governing contact between U.S.
citizens and foreign governments. The memorandum concluded that the Treasury
Department was not qualified to make the assessment, and recommended that the
Treasury department coordinate with the State and Defense Departments to
determine whether the activity was illegal.



GCM 39862 also made this point in connection with the Medicare and
Medicaid Anti-Fraud and Abuse Statutes. Where the courts and the administrative
agency responsible for administering a nontax statute have not found it applicable

to a particular arrangement, the IRS should not rush to do so unnecessarily. GCM
39862 at 37.

It is important to note that all of these statements concern situations where
the Service is evaluating the impact of illegality per se on the organization's
exemption. If the Service determines on audit that an organization is not primarily
engaged in activities that further its exempt purposes, its exemption may be
revoked on that basis alone.

C. Pre-conviction settlement

In some cases, an organization may enter into an agreement with a federal
agency to halt the activity in question without ever having been found guilty of
any improper behavior by a court. This is a common scenario in cases involving
hospitals and the Anti-Fraud and Abuse statutes. While a conviction for illegal
behavior virtually demands that the Service take the activity into account in
considering qualification for exemption, a settlement prior to conviction may be
slightly less compelling. Where the settlement takes into consideration such things
as inadvertence, vagueness of the law, restitution, discontinuation of the practice,
or other factors tending to indicate compliance for the future, the arguments for
revocation or denial may be less compelling.

6. Attribution Issues

An exempt organization often engages in activity through its members or
officers without documentation to clearly show whether the individual was acting
for the organization or on his or her own. Thus, questions of attribution will often
arise in connection with activity that may jeopardize exemption, particularly where
those acts may also be illegal.

A. Officers and Emplovees

Chief counsel has concluded that the Service will hold an organization
responsible for its officers' and employees' actions when: 1) the organization's
officials act under actual or purported authority to act for the organization; 2)
agents for the organization act within their authority to act; or 3) acts are ratified
by the organization. GCM 34631 at 10.



For example, if an officer of an organization encourages illegal activity in
an organization's newsletter or at a conference, the statements will be attributable
to the organization itself unless the organization provides sufficient evidence that
the acts were unauthorized at the time and not later condoned or encouraged
through the organization's inaction.

B. Members

An organization will not generally be held accountable for unauthorized
activities of its members. Rev. Rul. 75-384, 1975-2 C.B. 204. If the illegal activity
is minor in a quantitative sense, the Service will require clearer proof of
authorization or ratification of the members' acts before attributing the activity to
the organization. G.C.M. 32651 (Aug. 29, 1963)(organization exhorted members
to follow their own consciences regarding military service, but did not knowingly
counsel, aid or abet others to refuse or evade registration or service.)

In GCM 38415 (June 20, 1980), an environmental group used
confrontational tactics against foreign commercial interests in an attempt to stop
hunting of endangered animals. The U.S. government had condemned the hunting
on a number of occasions. The organization did not advocate any illegal action,
although there were "incidental brushes by [organization] members with the legal
authorities in various jurisdictions... We found no evidence that any potentially
illegal activity engaged in by ...[the organization's] members was authorized or
condoned by ...[the organization]."

The organization itself was found not to have authorized or condoned illegal
activity. Furthermore, there was evidence that the organization had removed from
its Board of Directors and from membership in the organization a person who had
been involved in several illegal acts at legal demonstrations sponsored by the
organization.

Where an organization urges its members to commit illegal acts, the
organization's exempt status will be affected by the members' actions. Rev. Rul.
75-384, 1975-2 C.B. 204, concerned an organization formed to promote world
peace. It planned and sponsored a protest demonstration at which members were
urged to commit acts of civil disobedience. The Service ruled that the organization
did not qualify for section 501(c)(3) or (4) status because its members' activities
were attributed to the organization that had encouraged the action.



7. Potential Applications of Illegality Doctrine in Health Care

A. Medicare and Medicaid Fraud and Abuse

Several federal statutes have been enacted to address fraud and abuse in the
Medicare and Medicaid programs.

1. Anti-kickback Statute

a. Provisions of the Statute

The anti-kickback statute, U.S.C.. 1320a-7b(1) and (2), prohibits kickbacks
for referring a person to a particular provider for any item or service or for
purchasing or inducing the purchase of any good, facility, or item for which
payment may be made under Medicare or Medicaid.

Hospitals, clinics and other health care institutions may be on either side of
a kickback: 1) making payments to doctors to induce referrals; or 2) requiring
payments by hospital-based physicians to the hospital as a condition of using
hospital facilities. Joint ventures to own and operate clinical diagnostic laboratory
services, durable medical equipment, and other services are examples of
arrangements that could violate the anti-kickback provisions, depending on the
structure of the arrangement and the intent of the parties involved. See Office of
the Inspector General, Department of Health and Human Services, FRAUD
ALERT: Joint Venture Arrangements (1992).

The anti-kickback statute is a criminal provision, punishable by fines of up
to $25,000 or imprisonment for up to five years, or both. In addition, violators may
be excluded from Medicare and Medicaid participation through a civil proceeding.

The anti-kickback provision casts a very wide net, and has been interpreted
to include payments in part for legitimate services and in part intended to induce
referrals. In United States v. Greber, 760 F.2d 68 (3d Cir.), cert. den., 474 U.S.
988 (1985), the court held that if one purpose of a payment is to induce referrals,
then the statute has been violated, even if the parties also had other permissible
motives. Greber's broad reading of the statute has been adopted either wholly or
partially by two other circuits. United States v. Kats, 871 F.2d 105 (9th Cir. 1989);
United States v. Bay State Ambulance and Hosptial Rental Serv. Inc., 874 F.2d 20
(1st Cir. 1989).




In 1991, the Office of the Inspector General ("OIG") of the Department of
Health and Human Services published regulations designed to define "safe
harbors" for 10 commercial arrangements that are technically covered by the broad
provisions of the Anti-kickback statute, but which will not be subject to criminal
or civil sanctions. These include interests in certain investments, employment
relationships, personal service and management contracts, medical practice sales,
space and equipment rental agreements, discounts, group purchasing
organizations, waivers of coinsurance and deductibles, referral services and
warranties.

b. Implications for Exemption

Hospitals, more than most exempt organizations, are subject to a wide
variety of criminal and civil sanctions designed to require them to provide specific
services in a particular manner. These requirements tend to overlap a hospital's
stated charitable purpose. Therefore, failure to abide by the requirements often
affects a hospital's exempt status, regardless of whether the hospital's activities are
illegal per se. In those situations, the analysis of the activity's effect on the
hospital's exempt status should proceed in basically the same manner as would the
analysis of any other non-exempt activity.

GCM 39862 discusses at length the effect of a possible violation of the
fraud and abuse laws on the participating hospital's exempt status. The
memorandum cites many of the same sources to which this article refers for the

proposition that illegal activity undermines exemption, e.g., Scott on Trusts and
Rev. Rul. 75-384. GCM 39862 at 29-30.

This line of reasoning assumes an adjudication that the conduct in issue is,
in fact, illegal. The memorandum notes, however, that it 1s impossible to determine
whether the conduct is illegal in advance, and that the Departments of Justice and
Health and Human Services, not the Service, are responsible for its enforcement.

The Service will normally confront potential fraud and abuse violations in
an advance ruling situation or on audit. Usually, neither the Departments of Justice
nor Health and Human Services will have taken any position on the conduct's
illegality. Thus, the illegality of the conduct will not usually be the basis for
adverse action.

However, even if the facts of a particular situation do not allow for the use
of the illegality doctrine, the underlying conduct of paying doctors to induce



referrals undermines a hospital's charitable purposes and may be questioned under
a community benefit analysis or possibly private benefit or inurement. The
legislative history of the anti-fraud and abuse laws describes a number of the ways
in which paying for referrals harms the community's health and society generally.
Payments for referrals can increase governmental burdens by creating incentives
for unnecessary use of hospital services at government expense. Patients could be
subjected to unnecessary procedures, or the selection of their treatment facilities
could be based upon monetary rather than medical concerns. Referral payments
undercut honest competition among health care providers based on quality or
price, and may lead to an increase in prices or a decrease in service quality.
Finally, referral payments may divert resources that the hospital might otherwise
use to further exempt purposes. H.R. Rep. No. 231, 92nd Cong., Ist Sess. 107,
reprinted in 1972 U.S. Code Cong. and Ad. News 4989, 5093; H.R. Rep. No. 393
(I1), 95th Cong. 1st Sess. 48, reprinted in 1977 U.S. Code Cong. and Ad. News
3039, 3050. For all of these reasons, payments to induce referrals may be
inconsistent with exempt status even if they have not been declared illegal by a
court.

2. False Claims

a. Provisions of the Statute

In addition to the anti-kickback statute, there are also federal laws
prohibiting submission of a false claim to the Medicare program. Violators may be
subject to criminal, civil, or administrative liability for making false statements
and/or submitting false claims to the government. 18 U.S.C. 287 & 1001; 31
U.S.C. 3729; 42 U.S.C. 1320a-7a. Penalties can include imprisonment, criminal
fines, civil damages and forfeitures, civil monetary penalties, and exclusion from
Medicare and Medicaid.

An example of the misstatement of claims is the routine waiver of patients'
deductibles and copayments by health care providers, practitioners, and suppliers
of health care items and services paid on the basis of charges. See Office of
Inspector General, Department of Health and Human Services, FRAUD ALERT:
Routine Waiver of Copayments or Deductibles Under Medicare Part B (1992).
The Fraud Alert contains numerous examples of indications of improper waiver of
deductibles and copayments.

b. Impact on Exempt Status




Improper waiver of copayments and deductibles hurt the Medicare program
by increasing unnecessary utilization. Studies show that requiring patients to pay
even a small portion of the costs of their care causes them to select items or
services because they are medically needed, rather than simply because they are
free. Also, increasing Medicare costs for services or encouraging unnecessary
services costs money that could be used to pay for needed care. Fraud Alert at 3.

The reasoning set forth above regarding anti-kickback violations applies
here as well. If a hospital 1s found by a competent authority to have violated the
law, the organization would be subject to revocation, depending on the
substantiality of the activity. If the activity has not been determined to be illegal, it
may still be grounds for revocation because the activity itself so undermines the
hospital's exempt purposes.

3. State Statutes

Most state health care laws include anti-kickback statutes that may not be
identical to the federal laws. As discussed in Section 4.C., the fact that a law is
state or local is not determinative as to whether the Service should take its
violation into account in determining exempt status. Therefore, the reasoning
discussed above concerning federal anti-kickback statutes applies here.

B. Patient Dumping

"Patient dumping", the practice of refusing to treat indigent patients or
referring them to other hospitals in medically inappropriate situations, is an
example of overlap between requirements imposed on hospitals by tax law and the
Medicare and Medicaid statutes. The practice is proscribed at 42 U.S.C.. 1395dd. It
has also been addressed by the Service. If a hospital has turned indigent patients
away from its emergency room on a regular basis, it will have a difficult time
showing that it qualifies for exemption under Rev. Rul. 69-545, 1969-2 C.B 117.
That ruling holds that a hospital generally must provide emergency room services
to all persons requiring health care irrespective of their ability to pay, and that it
must participate in the Medicaid and Medicare programs. The fact that the ruling
was written in 1969, thus predating the anti-patient dumping statutes by 17 years,
underscores the fact that the impact of the practice on exemption does not depend
on its illegality.

It could be argued that the fact of illegality should be considered when
determining the substantiality of the activity. If an activity is illegal or violates



public policy, GCM 39862 provides guidance as to how this fact affects the
substantiality analysis. Although GCM 39862 concerned violations of the
Medicare and Medicaid Anti-Fraud and Abuse statutes, its reasoning might apply
to patient dumping as well.

C. Anti-trust

Tax exempt organizations may be charged with violations of anti-trust and
fair trade legislation. For example, the Federal Trade Commission ("FTC") has
been aggressively seeking injunctions against hospitals on grounds of alleged
violations of the Clayton Antitrust Act and the Federal Trade Commission Act,
which prohibit unfair methods of competition. Wherever a hospital that is
dominant in a market, or would be dominant after the acquisition, attempts to buy
out its competition, the hospital could be in violation of antitrust statutes. 15
U.S.C. Sec. 18 provides that acquisitions and mergers which "may...
substantially... lessen competition" or which will "tend to create a monopoly" in
any area of commerce and in any section of the country are illegal.

One case involving an exempt hospital concerns the acquisition of a
California hospital by Catholic Healthcare West ("CHW") and Dominican Santa
Cruz Hospital ("Dominican") in 1990. The FTC charged that the acquisition
substantially reduced competition in acute-care hospital services in the Santa Cruz
County, California area, disadvantaging patients, physicians and purchasers of
health care coverage. News Release, Federal Trade Commission, March 10, 1993.
The market share of CHW and Dominican, already the largest providers of
acute-care hospital services in Santa Cruz County, increased from 62 percent to 76
percent due to the acquisition. As a result, charged the FTC, competition for acute
care services has decreased; CHW and Dominican have obtained a dominant
position in the market; the likelihood of collusion has increased; and the benefits
of free and open competition based on price, quality and service may be denied to
patients, physicians and purchasers of health care insurance.

The FTC and the hospital systems have signed an agreement to settle the
charges that would require the hospital system to obtain FTC prior approval before
acquiring all or any significant part of an acute care hospital in Santa Cruz County
within the next ten years.

Another case concerning an exempt hospital is FTC v. University Health,
1991-2 Trade Cases para. 69,508 (11th Cir. 7/26/91). There, a proposed asset
acquisition involving two nonprofit hospitals was covered by. 7 of the Clayton Act,




despite the hospitals' charitable status. The transaction allegedly would lessen
competition in the provision of inpatient services by acute-care hospitals in the
area. The court noted that the hospitals did not show that greater efficiency would
result. The market area concentration would be exacerbated by the proposed
transaction.

Anti-trust violations pose some unique challenges in exempt organization
law. An underlying principle of the anti-trust laws is that increased numbers of
competitors are always good. Therefore, following the reasoning outlined in
connection with the anti-kickback and false claims statutes, violation of the
anti-trust laws harms society, and must be weighed against an organization's
exempt status.

If the exempt organization has actually been found guilty of anti-trust
violations by a court, the issue must be confronted, and would be weighed under a

GCM 34631 substantiality analysis.

8. Church Illegality Issues

The principles involved in these cases do not differ from the general
principles applicable to all. 501(c)(3) cases discussed above. In Church of
Scientology of California v. Commissioner, supra, the court rejected the
organization's claim that Bob Jones did not apply to churches. The court in
Scientology of California stated that the Bob Jones court limited its application to
churches only on the issue of whether the particular fundamental interest in
eradicating racial discrimination was applicable to them.

The organization in Scientology of California was involved in a conspiracy
to commit tax fraud. In addition to Scientology of California, another case dealing
with illegal acts committed by an organization purporting to be a church was
Synanon Church v. U.S., 579 F. Supp. 967 (D.C.D.C. 1984). That organization
was tied to a number of beatings and acts of physical violence, including putting a
rattlesnake in the mailbox of two dissenting members' attorney.

9. lllegality Issues Involving Non- 501(c)(3) Organizations

A. Basis for Application of the Doctrine

Because these organizations' exempt status is not based on the common law
concept of charitability, the prohibition against illegal activity must arise out of



some basis other than charitable trust law. The purpose of the particular exemption
at issue and the nature of the illegal act must be considered in determining whether
substantial illegal activity will lead to revocation.

Because 501(c)(4) organizations promote social welfare, the illegality

doctrine's application may not be very different from the case of. 501(c)(3)

organizations' illegal activity. In Rev. Rul. 75-384, supra, an anti-war organization
that could not qualify under. 501(c)(3) due to illegal activity at protests also could

not qualify under, 501(c)(4) because the illegal activities were "contrary to the
common good and the general welfare of the people." The basis for the application

of the illegality doctrine to organizations not seeking exempt status under either
.501(c)(3) or (4) must rest on some ground related to the purpose of the particular

exemption provision at issue. Applications of the illegality doctrine to social
clubs, veterans' organizations and business leagues are discussed below.

B. Gambling and. 501(c)(7)

Gambling operations, while sometimes carried on by. 501(c)(3)
organizations, are also carried on extensively by non- 501(c)(3) organizations such
as social clubs and veterans' organizations. The most important ruling in the non-
501(c)(3) gambling area is Rev. Rul. 69-68, 1969-1 C.B. 153. This ruling held that
a social club's exempt status was not threatened by illegal gambling operations.
The ruling reasoned that the gambling for members furthered the organization's
exempt recreational purposes. The ruling stated that:

Although gambling on the part of the participants may be
accompanied by a desire for financial gain, it also supplies those
elements of diversion that are commonly accepted as pleasure and
recreation. Maintenance of gaming devices for members and guests of

a club is an activity for their pleasure and recreation within the
meaning of 501(c)(7) of the Code.

Id. (citing Country Club, Inc. v. Commissioner, 21 T.C. 807 (1954), acquiescence,
1954-2 C.B. 3.

The ruling provides two explicit boundaries for the type and extent of illegal
activity in which social clubs may engage, and one limitation that is somewhat
more amorphous. The first explicit limitation is that the illegal activity must
further the organization's exempt purpose. In this case, the gambling the particular
organization was conducting was recreational for the members. The type of



gambling involved could affect a determination of whether the gambling was
recreational such as an activity that requires no commingling. In any event, the
rationale that the activity is recreational would not apply where an organization's
exemption rests on some non-recreational purpose such as promoting the common
business interest.

The second express limitation set out in the ruling is that the gambling must
be limited to members. It is unclear how many non-members would have to
participate before the organization was engaged in a substantial non-exempt
activity, but a social club's receipts from nonmembers may not exceed 15% of total
receipts. H. Rep. No. 94-1353, 94th Cong., 2d Sess. (1976) at 4; S. Rep. No.
94-1318, 94th Cong., 2d Sess. (1976) at 4.

An implicit limitation found in Rev. Rul. 69-68 is that its holding is limited
to the particular facts of that case. It does not provide carte blanche approval for
all illegal gambling. The ruling states that "... the operation of gaming devices
under the circumstances described does not affect the status of the club..."
(emphasis added). The ruling does not set any limits on the amount or type of
illegal gambling permitted.

The ruling's lack of explicit limits on allowable illegal gambling is
particularly important in light of the fact that the only precedent the ruling cites for
allowing illegal gambling is Aviation Country Club, Inc. v. Commissioner, 21
T.C. 807. However, the facts of Aviation Country Club were very different from
those in Rev. Rul. 69-68. In Aviation Country Club, the club leased its facilities
from a for-profit club. The for-profit club had sought out a non-profit club to lease
its space so that it could install slot machines. The machines were illegal, but
operated in virtually all private clubs in the Denver area in the years at issue "with
full knowledge and acquiescence of the law enforcement officials." Aviation
Country Club at 813.

The Aviation Country Club itself was, according to the opinion, "not
especially interested in slot machines." Id. It had numerous activities that had
nothing to do with gambling, and it continued with all these activities, even after
the slot machines were removed. The opinion does not discuss the issue of the slot
machines, apparently because the club had so many other activities that their
operation by the club's lessor was insignificant. The opinion focuses instead on
whether there was undue private benefit to the members from the physical
improvements made to the club.



The facts of Aviation Club appear to limit its applicability to clubs engaged
in insignificant amounts of gambling activity. In Aviation Club, the club was not
established to conduct gambling. The slot machines were owned by the lessor
company. They were removed after two years of operation, and the club continued
to have the same varied program of activities it had maintained since its inception.
Because Rev. Rul. 69-68 was based on Aviation Country Club, it should be read
narrowly.

C. Antitrust and 501(c)(6)

The anti-trust issues discussed above with, 501(c)(3) organizations also arise
in the non-(c)(3) context, particularly with business leagues. A business league
will lose its exempt status for engaging in illegal antitrust activity if the following
conditions are present: 1) the activity has been judicially determined to be in
violation of a provision of law; 2) the unlawful activity is carried on to such an
extent and in such magnitude that it can properly be said to be the principal
activity, or one of the principal activities of the organization; 3) the illegal activity
must be of such a nature that it can be said to be harmful to the general business of
the organization; and 4) the unlawful activity must be imputable to the
membership of the organization. GCM 37111 (May 4, 1977). The memorandum's
rationale 1s based on United States v. Omaha Live Stock Traders Exchange, 366
F.2d 749 (8th Cir. 1966), which held that a business league may not lose its
exemption merely on the ground that it has been convicted of having engaged in
trade practices that are illegal, discriminatory and restrictive of free competition.

GCM 37111 concerns a section 501(c)(6) organization that had been
convicted of Sherman Anti-trust Act pricing violations. It states that an
organization that is primarily engaged in promoting the common business interest
of its members and otherwise has and retains the essential characteristics of a
business league within the meaning of. 501(c)(6) should not be denied exemption
solely because it engaged in an illegal act that has been judicially determined to be
a violation of a substantive provision of federal, state or local law. GCM 37111
limited the Omaha decision by focusing on the organization's primary activity. The
memorandum cautioned, however, that if illegal activity becomes the principal
activity, or one of the principal activities, of an organization, the organization will
no longer qualify under section 501(c)(6), because illegal activity does not further
any exempt purposes. The association had been found guilty of preparing and
distributing a suggested pricing list to its members.

The conclusions of the GCM are based in part on the need for consistency in



the Service's treatment of 501(c) organizations other than (c)(3) organizations. The
GCM cites Rev. Rul. 69-68, supra, and several GCMs concerning labor unions and
illegality, and suggests that the effect of illegality on exempt status of 501(c)(5)
and (c)(6) organizations should be the same. See, e¢.g., GCM 31619 (June 6, 1960).
While GCM 37111 states generally that non-(c)(3) exempt organizations should be
treated similarly concerning illegal activity, it emphasizes that there is an
important difference between social clubs and business leagues. Illegal activity
such as the gambling in Rev. Rul. 69-68 could conceivably further a social club's
exempt purposes. Illegal restraints on trade cannot be said to improve business
conditions or promote common business interests. GCM 37111 at 14.




